The Role of Income Aspirations in Individual Happiness 1 Introduction
How are income and consumption related to individual well-being? Economics takes it as selfevident that higher income and consumption provide higher utility. Moreover, it is assumed that people's satisfaction depends on what they have in absolute terms. 1 In contrast, research on individual happiness has found patterns in reported subjective well-being that are at odds with this view. There is systematic evidence that people in industrialized countries are not becoming happier over time, despite economic growth (e.g. Blanchflower and Oswald 2000, Easterlin 1974; . However, people with a higher income than others in their society do report higher happiness. Both observations can be explained by introducing income aspirations in people's utility function, which capture their concerns for relative income as well as their adaptation to their previous income level (Easterlin 2001) . Even though income aspirations seem to play an important role in individual welfare, they have not been directly empirically analyzed so far.
In this paper, in a new, more direct and general way the effect of income aspirations on people's utility is empirically tested. This is possible with a unique data set that includes individual data on reported satisfaction with life as a proxy measure for utility as well as income evaluation measures as proxies for people's aspiration level. We find evidence that higher income aspirations reduce satisfaction with life, ceteris paribus.
Two processes are theoretically put forward to form individual aspirations. First, there is individuals' adaptation to repeated stimuli as they are provided by people's consumption habits.
Whereas additional material goods and services initially provide extra pleasure, their effects wear off over time. Thus people get used to their consumption and income level. Second, there are social comparisons with relevant others. It is not the absolute level of income that matters most but rather one's position relative to other individuals. Socially comparative or even competitive processes in consumption complement processes of hedonic adaptation. Together, it is suggested, they make people strive for ever higher aspirations.
Here the determinants of income aspirations are empirically studied. The econometric results show -consistent with processes of adaptation -that income aspirations increase with one's income. For the analysis of relative income concerns, individuals' aspirations are merged with data on aggregate income in people's community of residence. The results indicate i) that a higher average income in the community increases people's level of aspiration and ii) that the estimated effects are larger for people who interact with other community members.
Finally, a potential endogeneity bias in people's reported aspiration level is addressed in a twostage estimation approach of reported satisfaction with life. Estimates of a full and a reduced model support the basic result that higher income aspirations reduce individual well-being, ceteris paribus.
The paper proceeds as follows. Section 2 outlines the theoretical framework for our study of the effect of income aspirations on individual well-being. It introduces reported subjective well-being as a proxy measure for utility and puts forward three testable propositions that are derived from a relative utility concept. In section 3, the empirical analyses are conducted. Section 4 draws conclusions.
Income Aspirations and Individual Happiness
Human beings are unable and unwilling to make absolute judgements. Rather, they are constantly drawing comparisons from their environment, from the past or from their expectations of the future. Thus, we notice and react to deviations from aspiration levels.
There are two main processes, which form individuals' aspirations and make for the relativity in people's utility evaluation.
First, people make social comparisons, which drive their positional concerns for income. It is not the absolute level of income that matters most but rather one's position relative to other individuals. This idea of relative income is one part of the more general aspiration level theory.
Positional concerns are not a new aspect of human nature but they are probably more pronounced today because of more extended possibilities of social comparison. Many economists in the past have noted that individuals compare themselves to significant others with respect to income, consumption, status or utility. Marx (1849) expressed his view about the social aspect of utility most explicitly: "Our wants and pleasures have their origin in society; we therefore measure them in relation to society; we do not measure them in relation to the objects which serve for their gratification. Since they are of a social nature, they are of a relative nature." Veblen (1899) coined the notion of 'conspicuous consumption', serving to impress other persons. The 'relative income hypothesis' has been formulated and econometrically tested by Duesenberry (1949) , who posits an asymmetric structure of externalities. People look upward when making comparisons.
Aspirations thus tend to be above the level reached. Wealthier people impose a negative external effect on poorer people, but not vice versa. As a result, savings rates depend on the percentile position in the income distribution, and not solely on the income level, as in a traditional savings function.
Second, people adapt to their previous income or consumption level. Additional material goods and services initially provide extra pleasure, but it is usually only transitory. Higher utility with material things wears off. Satisfaction depends on change and disappears with continued consumption. This process, or mechanism, that reduces the hedonic effects of a constant or repeated stimulus, is called adaptation.
Processes of hedonic adaptation supplement the socially comparative or even competitive processes in consumption. Together, they make people strive for ever higher aspirations.
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It is now a short step from aspirations to individual welfare. According to aspiration level theory, individual well-being is determined by the gap between aspiration and achievement (Michalos 1991 and Inglehart 1990 , ch. 7).
Most economists would not deny that utility is inherently relative in nature. . 2 The concept of aspiration levels is well grounded in psychology and sociology (e.g. Irwin 1944 , Lewin et al. 1944 and Stouffer et al. 1949) , as is adaptation level theory in psychology (in particular Helson 1964 , Brickman and Campbell 1971 , Parducci 1995 ; and, for a modern discussion, Frederick and Loewenstein 1999 Economic models of interdependent preferences and habit formation usually focus on demand behavior. However, it has been argued that there are much stronger implications for individual welfare than for the prediction of human behavior (Holländer 2001).
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In this paper, we propose a new approach, which focuses on individual welfare, to test the relative utility concept. It is directly analyzed how income aspirations affect individual utility.
Thereby, reported subjective well-being is used as a proxy measure for utility. Answering this 'income evaluation question', they should take into account their own situation with respect to family and job. People's answers provide information about the income that is sufficient to meet their aspiration level, i.e. the income that is required to reach mean 4 There is another class of interdependent utility models that focuses on fairness concerns rather than positional concerns (e.g. Becker 1974, Fehr and . Empirical studies that focus on individuals' distributive concerns and which use data on reported subjective well-being are e.g. Alesina et al. (2001) , Hagerty (2000) Schwarze and Härpfer (2002) and Tomes (1986) . 5 Thus, a concept of relative utility may explain the strong public concerns for unemployment, inflation and income equality relative to economic growth. Its consequences for economic policy are addressed e.g. by Frank (1997) , Layard (1980) and Boskin and Sheshinski (1978) . 6 Subjective well-being is the scientific term in psychology for an individual's evaluation of his or her experienced positive and negative affect, happiness or satisfaction with life. With the help of a single question or several questions on global self-reports, it is possible to get indications of individuals' evaluation of their life satisfaction or happiness (Diener et al. 1999 , Kahneman et al. 1999 Related research has been conducted by Easterlin (1974 Easterlin ( , 1995 Easterlin ( , 2001 ) who uses the concept of aspirations as a frame of reference to resolve -as he calls it -the happiness paradox. The happiness paradox describes two striking observations in the relation between income and happiness: While people with higher income report, on average, higher satisfaction with life, raising everybody's income does, on average, not increase people's subjective well-being. It is argued that in the latter case, individuals' aspirations grow in lockstep with income. This interpretation of the data is supported by laboratory findings showing the importance of relative judgements for happiness Wedell 1989 and Tversky and Griffin 1991) . In this paper, the presumed underlying mechanism is studied explicitly.
Based on the discussed insights from previous research, we want to study three propositions: According to aspiration level theory, higher income aspirations lead to a lower subjective well-being, ceteris paribus. 
8 In an econometric model that incorporates interdependent preferences, every increase in income seems to be accompanied by an increase of the aspiration level by the same magnitude (van de Stadt, Kapteyn, and van de Geer 1985). 9 For reasons of convenience, we use an extended utility function rather than a state-dependent utility function In the following, we study the effect of other community members' income level on people's aspirations. Other community members form a reference group that can hardly be avoided in every life.
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It is to be expected that a higher average income level in a community Y −i is driving up an individual's aspiration level and that this effect is larger for people who actively interact with other members of the community.
3 Empirical Analysis
Data
The three propositions discussed above are empirically studied using a survey based on more than 6,000 interviews with residents of Switzerland, collected by Leu, Burri and Priester (1997).
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The proxy measure for individual utility is based on the answers to the following question: 'How satisfied are you with your life as a whole these days?' Simultaneously, the respondents were shown a table with a 10-point scale, of which only the two extreme values ('completely dissatisfied' and 'completely satisfied') were verbalized.
10 In a study of 5,000 British workers, Clark and Oswald (1996) formed the reference group comprising persons with the same labor market characteristics. They conclude that the higher the income of the reference group, the less satisfied people are with their job. Social comparisons within the family are studied by Neumark and Postlewaite (1998) in order to test the role of relative income for utility. They find that the decision of a woman to go for paid work depends on whether her sisters and sisters-in-law are employed and how much they earn at their job. In a recent study for Germany, Ferrer-i-Carbonell (2002) combines individuals with a similar education level and age to an exogenous reference group. She finds a negative effect of this group's comparison income on reported satisfaction with life. 11 People may, of course, self-select into communities where they feel relatively best. Thus, an empirical analysis can only capture a lower bound of the effect of average income on individual aspirations.
Household income is reported on a scale of 13 income categories with a response rate of 89 percent.
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On average, household income is SFr. 5,653 (approx. $ 3,550) per month. Detailed information about household size and household composition allows controlling endogenously for the equivalence of income across households.
Respondents' aspiration level is captured with two different measures. First, the income level that people consider to be 'sufficient' is surveyed with a standard income evaluation question (e.g. household income is higher than the household income people consider to be an 'absolute minimum' and also the one they consider to be 'sufficient'. So, it is not the case -as one might think -that people all the time aspire for an income beyond their reach. This does not mean, however, that the aspiration level cannot affect well-being. Individuals' aspiration level is supposed to serve as a reference point relative to which people evaluate their income; whether this reference point is lower or higher than actual income. Even if most people are considering a lower income to be sufficient than their actual income, the discrepancy between aspirations and actual income may vary considerably. The full descriptive statistics for the aspiration variables as well as for household income and satisfaction with life are reported in the appendix in table A.1.
The data set contains further information about individual characteristics like age, sex, education level, citizenship status, health status, employment status and cultural origin. The sample of 12 The survey data were collected between 1992 and 1994 in order to investigate the problem of poverty in Switzerland. The information contained in the data set is based on personal interviews. 13 Household income is approximated by the mean of the selected class. For the open ended top class (SFr. 18,000 an more) a household income of SFr. 20,000 is assumed. 14 For the proxy measure, it is focused on one category of the income evaluation question. In addition people were asked what income they consider to be 'very bad', 'bad', 'insufficient', 'good' and 'very good'.
observations for the empirical analysis is restricted to people who live in a private rather than in a collective household, who are not in training and who have a specified employment status.
Aspiration level and subjective well-being
The empirical analysis starts with a standard microeconometric happiness function. In order to ease the interpretation of the results, least squares estimation are presented. Household income is positively correlated with reported satisfaction with life, ceteris paribus.
The coefficient implies that a doubling of household income increases life satisfaction by 0.185 points.
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In panel B and C the happiness function is extended by measures for individuals' aspiration level.
It is thus tested whether according to the first proposition individuals' judgement of well-being is relative, relative to their income aspirations. The results show that a negative effect on subjective well-being is estimated for both measures of individuals' income aspirations. This means that people experience lower well-being when they have higher income aspirations given their income 15 Theoretically, ordered probit or logit estimations would be more appropriate to exploit the ranking information contained in the originally scaled dependent variable 'satisfaction with life'. The respective results show that the estimation coefficients in the least squares estimations and the average marginal effects in ordered probit estimations are very similar. The respective estimates can be obtained from the author. 16 The coefficient in table 1 refers to roughly a tripling of household income because the logarithmic specification means that an increase of the transformed income variable by one is equivalent to an increase of household income by a factor e, i.e. approximately 2.718. [ Table 1 about here]
The findings in panel B can be further interpreted.
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The positive and negative coefficients for household income and aspiration level are of similar absolute size, i.e. an equal relative increase of income and aspirations does counterbalance the respective effects on well-being. This indicates that mainly the discrepancy between income and aspirations matter for well-being. In the following, the relative importance for well-being of an individual's income position vis-à-vis the gap between aspirations and achievement is studied in a refined empirical approach.
Let LS i be the life satisfaction of individual i and Y i be her income and Y i * her aspiration level. A simple regression that relates LS to income and income aspiration is:
where ε i is an error term and X i is a set of covariates which may have independent effects on an individual's reported subjective well-being. The respective equation is estimated in panel B (and C) in table 1. Equation (4) can be transformed into equation (5) so that the focus is directly on the gap between income aspirations and income:
Specification (5) separates the effect that is due to the discrepancy between log income and log aspiration level (or the log ratio between them respectively) and the pure effect of the log income level. Panel A in table 2 presents the corresponding estimates. While the gap variable has a sizeable negative effect on reported satisfaction with life, a higher income level as such does only slightly increase individual well-being. The effect itself is statistically insignificant. Thus, the hypothesis that income affects individual well-being only through its effect on the gap between aspirations and achievement cannot be rejected. If (β+γ) in equation (5) is assumed to be zero, the model can be reduced to the gap variable and the effect of income on well-being is purely relative. Panel B shows the result. For a doubling of the gap (or a doubling of the log ratio)
respondents' subjective well-being is decreased by 0.290 units. In summary, for the full as well as for the reduced model, there are strong counterbalancing effects of income aspirations on the benefits people gain from higher income. This is consistent with the first and basic proposition.
[ Table 2 about here]
Adaptation and income aspirations
Research on hedonic adaptation studies processes that reduce the effects of repeated sensory and cognitive stimuli (e.g. Frederick and Loewenstein 1999). With regard to income, it is the notion that we get 'used to' a higher income level. After a time of enjoyment, the hedonic effects of higher consumption adapt to a base level and cognitive changes in interests, values and goals set in. In this process people increase their aspiration level.
The relation between individual income and income aspirations is empirically studied in table 3.
People's previous income is approximated with people's reported household income in panel A and is supplemented with financial changes in the past in panel B.
Results for both estimates show that a higher household income has sizeable effects on the between subjective well-being and age that has been found in almost all of the previous research on individual subjective well-being. Income aspirations increase with the level of education and are also higher for people with bad health and self-employed people (in comparison to people with good health and employed people). There are no sizeable differences in the aspiration levels between women and men and foreigners and Swiss. Retired people report significantly lower income aspirations than employed people.
[ Table 3 about here]
Relative income and income aspiration
The effect of social comparisons on people's aspiration level is studied within communities. It is hypothesized that a higher income of fellow residents increases individuals' aspiration level.
Thus, in addition to individual characteristics, the income level in the community of residence is considered a potential determinant of income aspirations. The average income level is approximated by the average income per taxpayer as well as the share of rich people in the community (taxpayers with a pure income higher than SFr. 75,000; approx. $ 46,900).
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Respondents in the sample are from 490 different communities.
Panel A and B in table 4 present the results for the extended equations. We use a robust estimator of variance, as random disturbances are potentially correlated within the same community.
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It is found that a higher income level in the community is reflected in higher individual aspiration levels. According to panel A, a 10 percent higher average income increases reported income aspirations by 1.9 percent. In panel B it is shown, that a 10 percentage points larger proportion of rich people in the community is resulting in a 4.8 percent higher aspiration level.
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Both results support the third proposition that processes of social comparison contribute to the formation of income aspirations.
[ Table 4 about here]
In panel A and B, it is assumed that social interaction in the form of social comparisons is driving the estimated correlations. However, an alternative explanation could be based on differences in the costs of living. In communities with a higher average income, people may have to bear higher 18 Data for the average income level are from the Federal Tax Administration. Total annual pure income for the assessment period 1991/92 is divided by the total number of taxpayers in the community. The same data source provides information about the share of taxpayers who reports in the assessment period 1991/92 a pure income higher than SFr. 75,000. A threshold of SFr. 75,000 is chosen because it is the only available from official tax statistics. 19 Ignoring the clustering in the estimation model is likely to produce downward biased standard errors, due to the effects of aggregate variables on individual data (Moulton 1990 ). To get unbiased standard errors for the aggregate variables, the communities are used as sampling units. 20 If both aggregate income variables are included in the same equation, the coefficient for average income is 0.127 with a t-value of 1.67 and the coefficient for the share of rich people is 0.179 with a t-value of 0.94. The underlying presumption of the empirical analysis is that socially formed aspiration levels affect individual well-being. However, to some extent, there might also exist reverse causation.
Unhappy people state higher aspiration levels, ceteris paribus, because they expect that they could improve their affective state with a higher income level. Therefore, in a simple robustness check, the happiness function in panel B of table 1 is estimated with a reduced sample. 137 unhappy people with a satisfaction score below 5 are excluded because their potentially overdrawn reported aspirations might drive the results. However, there are still sizeable and statistically significant effects of the aspiration level and household income on reported satisfaction, although the effects are somewhat smaller.
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A second reservation may be due to a potential omitted variable bias: For instance, neurotic people may report lower subjective well-being (e.g. DeNeve and Cooper 1998) as well as higher aspiration levels. The appropriate empirical strategy to deal with this as well as the previous potential alternative explanation is an instrumental variable approach. Instrumental variables ideally only have an effect on people's aspiration level but not on their satisfaction with life.
With these variables an exogenous effect on people's aspirations can be estimated in a first step.
In a second step, it can be studied whether this effect is actually affecting reported subjective well-being in a causal way. However, it is very difficult to find such instruments because subjective well-being as well as aspiration level are attitudes.
Here, potential candidates for instruments in a two-stage estimation approach are the aggregate income variables as well as the interaction terms for contact with neighbors that are studied in the previous subsection. These variables can be used to instrument the full model that is laid out in [ Table 5 about here]
Conclusions
This paper presents in a new, more direct and general way empirical evidence for the effect of income aspirations on individual well-being. It is found that higher income aspirations reduce people's satisfaction with life. Thereby, the negative effect on well-being of an increase in the aspiration level is of a similar absolute magnitude as the positive effect on well-being of an equal increase in income. This suggests that subjective well-being is only depending on the gap between income aspirations and actual income and not on the income level as such. Thus, the higher the ratio between aspired income and actual income the less satisfied people are with their life, ceteris paribus. This supports the notion of a relative utility concept.
The aspiration level itself is substantially increasing in individuals' previous income. However, the effects of higher income on individual well-being at a point in time are not fully counterbalanced by higher aspirations. In fact, the relative gap between income aspirations and actual income is smaller for richer people. In the present data set, this is explaining the positive correlation between income and reported subjective well-being. Over and above previous income, individuals' aspirations are also systematically affected by the average income in the community of people's residence. The richer the fellow residents, the higher an individual's aspiration level. This effect cannot be explained by higher costs of living alone. It is shown that the aspiration levels of community members who interact within the community react much more on changes in average income than those of members who do not interact.
The reported evidence for the formation of individuals' aspiration levels and their effects on subjective well-being offers an explanation for various empirical observations. For example, if average aspirations in society increase by the same rate as income per capita, it can be understood why people in industrialized societies did not become happier over the last decades despite substantial growth in their economic wealth. This is consistent with citizens' voting behavior. It is found that citizens support the incumbent parties when the economic conditions are good whereby citizens take into consideration the unemployment rate and the inflation rate much more than the rate of income growth. Another observation that can be understood better is the low correlation between income and reported subjective well-being. If people evaluate their economic well-being relative to their aspirations rather than absolute, it is no puzzle that a fraction of people in an objectively bad economic situation is still highly satisfied and another fraction of people living under objectively good economic conditions still reports to be highly dissatisfied.
What are the consequences of research on relative income? The empirical basis is still quite small to draw firm implications for economic theory and economic policy. Caution is particularly advisable because the implications are potentially very strong. However, one might want to think about household theory in which people's desires increase with what they get. In this framework, the marginal utility of income would not be defined anymore, as the utility function changes with the income level. Moreover, one might want to study more deeply what income aspirations mean, for instance, for redistributive taxation or for public policy in general.
Overall, taking people's aspirations seriously helps us to better understand individuals' wellbeing. We submit that adaptive and comparative processes form individuals' aspirations and that these aspiration levels make for the relativity in our utility judgements. 
